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be use of a red herring to break up a trail is a very 

old device, particularly helpful when the pursuers are 
pressing hard behind the quarry. Like any impressive 
but irrelevant argument, the kind of red herring used in a 
given case must have its own strong, even odorous appeal, 
otherwise it would not be an effective device for confusing 
the issue. 

In many of the discussions of fiscal issues a red herring 
quite commonly encountered is the “Man with a Million 
Dollar Income.” And, of course, he is always dragged in 
to demonstrate that some proposal should not be adopted, 
however great its inherent merit or its benefits to millions 
with small incomes, because of the immense advantage that 
he would enjoy in consequence. The following instances 
will serve to show how that well-nigh imaginary person 
has been used as a red herring to divert attention from 
more important matters. 

The first case is that of the controversy between the 
Treasury and an association of state and local officials 
(known as the Conference on State Defense) with respect 
to the federal taxation of interest on state and local bonds. 
The opening gun in this struggle was fired before a special 
Senate committee in 1939. The committee reported even- 
tually on September 18, 1940, and in attempting to prove 
that state and local bonds should be taxed, the following 
illustration was given to show the great advantage of a 
nontaxable security over a taxable industrial bond: 

For an individual who had a $1,000,000 net in- 
come from other sources, the net yield of the 3 per 
cent State or local security was the equivalent of an 
industrial security yielding 12.51 per cent. A 4 per 
cent State bond yielded just as much as a 16.68 per 
cent taxable security.1 

During the most recently fought round of this contest, 
Mr. Randolph Paul presented the Treasury case before the 
Ways and Means Committee on April 16, 1942. Because 
of the changes in tax rates since the special Senate com- 
mittee report was written, he was able to produce a much 
"‘LReport of the Special Committee on Taxation of Governmental Securities 
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more odorous red herring. He stated that to an individual 
with a net income of $500,000 from other sources, a 3 per 
cent municipal bond is equivalent to a taxable security 
yielding 30 per cent under the Treasury's proposed rates. 
In a table appended to his statement it was shown that a 
4 per cent nontaxable security was equivalent, for the man 
with $1,000,000 of net income from other sources, to a 
taxable security yielding 18.18 per cent under the 1941 tax 
rates and 40 per cent, under the tax rates proposed by the 
Treasury for 1942.4 

At various other times and places during the numerous 
hearings on this subject, the man with a million dollar in- 
come has been called upon to serve his country’s Treasury 
Department in its tax war against the states and cities. The 
curious thing about these amazing yield percentages is that 
they prove too much, but this is naturally of small con- 
sequence since their real function is to befog the issue. 

For example, an investment return of 18 per cent is 
rather fancy. It is just three times as much as the 6 per cent 
which was a more or less standard expression of a fair and 
reasonable price for money in the old days. No ordinary 
business investment produces this much, and certainly no 
business investment that involves as little risk, worry or 
supervision as a good municipal bond can earn this much. 
Yet here are figures to prove that by buying 4 per cent 
municipal bonds, the man with a million dollar income 
would be as well off today as he would be if he had private 
taxable investments bringing him a gross yield, that is, be- 
fore taxes, of 18.18 per cent, and as well off, if the Treas- 
ury’s tax rates were adopted, as if he had a taxable invest- 
ment of 40 per cent. 

Since there are no known investments yielding 40 per 
cent before taxes, and few if any showing even as much 
as 18 per cent before taxes, it should follow that all persons 
with million dollar incomes would have sold all other 
investments to buy tax-exempt municipal bonds. But the 
fact is that they haven’t done this. Data given later show 
the amount of income received by the very few persons 
~ aHearings before the Committee on Ways and Means, House of Rep- 
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with million dollar incomes from taxable sources, and 
statistics compiled from estate tax returns, the only definite 
clue other than the income tax reports as to what rich 
men own, show that state and local bonds have comprised 
in the aggregate not more than 11 per cent of all estates 
filed for probate in the years 1926-1940 inclusive. True, 
the income tax statistics do not reveal the income from 
tax-exempt sources, but they do show that rich men still 
have taxable income, although they obviously are not get- 
ting yields of 40 per cent, or even of 18 per cent, from 
the investments that produce this income. Evidently some- 
thing is wrong, somewhere. 

One reason why wealthy individuals have not converted 
their all into tax-exempt securities is that Mr. Paul's calcu- 
lation is phony, but this is not discovered except by reading 
the fine print. As a pair of famous radio comedians once 
said about an insurance policy, “De big print gives it to 
you an’ de little print takes it away.” In the text of Mr. 
Paul’s statement he establishes that the index of municipal 
bond yields for April, 1942, was 2.49 per cent.1 But in 
the fine print below the table in which his marvelous com- 
parison of yields is presented, it is explained that the table 
is based on the assumption that both the taxable and the 
nontaxable 4 per cent securities are bought at par.2 

And this is really something. The Treasury Department 
has in its employ, or so the President once said in a budget 
message,3 experts equal in ability to those employed by the 
best private concerns. But all the king’s horses and all the 
king’s men would have a tough job of explaining how any- 
one, be he rich or poor, could buy a 4 per cent municipal 
bond at par in a 2.49 per cent market. Even a man with 
a million dollar income could hardly do that. The answer 
is that he doesn’t. He would pay considerably more than 
par for a 4 per cent municipal bond, and consequently he 
would have much more capital tied up in the bond than 
Mr. Paul assumed. Hence his investment return from the 
nontaxable security would be less than was imputed to him 
in this computation. In other words, the calculation is not 
worth the paper it is written on, but this does not prevent 
the illustration from making its odorous appeal across the 
trail. No one is supposed to love a man with a million 
dollar income or to care very much about what happens to 
him, so this virtually legendary person is impressed to do 
yeoman service as a horribie example, despite the injustice 
done both to him and to the bond salesman who is sup- 
posed to have let him fill his portfolio with 4 per cent 
bonds at par in a 2.49 per cent market. 

A second illustration of the use of the man with a mil- 
lion dollar income as a red herring comes from New York 
State. There several members of the legislature had the 
happy thought that it would be a good thing to let the 
citizens of that state deduct the amount of federal income 
tax paid in ascertaining the net income on which the New 





10p. cit., p. 3081. 
20p. cit., p. 3088, Table 3. ; 
S8Budget Message for the fiscal year 1939, submitted January 6, 1938. 
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York state income tax is levied. In the 1942 session no 
less than eight bills were introduced on this subject, but 
none were passed. The governor of New York took notice 
of the proposal and stated his opposition thereto in the 
following terms: 
My considered conclusion is that the proposal should 
not be adopted. 
I base my conclusion not only on practical considera- 
tions but upon consideration of principle and equity 
as well. In my judgment, the fairness with which 
the burden of our income tax is apportioned among 
our taxpayers will be seriously impaired through 
the adoption of this proposal to abandon our tradi- 
tional procedure. 
Viewed as a method of extending tax relief, the 
proposal is obviously a “rich man’s” plan. Only 5.6 
per cent of our taxpayers report incomes in excess 
of $10,000 and yet 90 per cent of the tax deduc- 
tion would accrue to the benefit of this group. A 
proposal that would reduce the taxes of a man with 
a $1.0 million income by 72 per cent while it re- 
duces the taxes of the man with a $5,000 income 
only 5 per cent does not appeal to one’s sense of 
equity.1 

This is a most singular conclusion. In the old days it 
was complained, too frequently correctly, that justice was 
for the rich and not for the poor. Here is a decision which 
denies justice for the little fellow because it would also 
mean justice for the biggest fellow of all—the man with 
a million dollar income. 

Incidentally, a most illuminating side light is provided on 
the reason for the large yield of the New York state in- 
come tax. The citizens of that state must pay income tax, 
not merely on that part of their income receipts which 
they are free to spend and invest in the state, but also on 
that part of which they are only the nominal recipients 
or custodians, pending its seizure by the Federal Collector 
of Internal Revenue. It is, to be sure, a nice point of tax 
jurisdiction as between the State and Federal Governments 
—which one should give way to the other. In fact, the 
federal law does permit New Yorkers along with all other 
citizens elsewhere to deduct state income tax in arriving 
at net income for purposes of the federal tax. Obviously, 
it is only fair play to permit those who must pay state 
income tax to compute that tax upon such income as they 
are free to dispose of after paying the federal tax, regard- 
less of the amount of income that is involved. 

Another instance is to be found in the discussion of the 
so-called Ruml Plan to establish income taxes on a current 
basis by transferring the legal liability for tax from the 
income of the past year to the income of the present year. 
The plan is so sensible and so essential to the levy of ade- 


quate war taxes as to make opposition to it appear incom- | 
prehensible. Yet the Treasury has opposed it on the ground 


IState of New York, The Executive Budget, 1942, Vol. I, p. xviii. 
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that it is a cancellation of tax which would cause the 
government to lose billions. Mr. Paul, in a radio address 
over the Mutual Network on August 31, 1942, declared 
that the 80 or 90 per cent of taxpayers with incomes below 
$3,000 would be “forgiven only a few dollars up to a 
maximum of $200 or $300, while the wealthy man with 
an income of $500,000 would save a tax liability of more 
than $250,000.’’4 

This is the old story. Don’t make it easier for the little 
fellow to pay his $200 or $300 tax, because that will make 
it easier for the big fellow to pay his quarter-million dollar 
tax. The fact is that the only persons to gain at once are 
those whose incomes may have declined from, say, 1942 
to 1943. In a period of rising national income the number 
of such persons will be small. Considering the taxpayer's 
entire life, each gains a year’s tax, since he will be on a 
current income tax basis at death instead of a year behind. 
Insofar as this gain is carried over into his estate, it will be 
confiscated by the estate tax instead of by the income tax, 
but the confiscation will be no less complete. 


From the freedom with which references are made to 
the man with a million dollar income, the average man 
would probably infer that there are numerous persons in 
this class, in fact, that the woods are full of them. Such an 
inference would no doubt appear to be. warranted and 
strengthened by the popular misconceptions regarding the 
proportion of total national income in the higher income 
brackets.1 It, therefore, seems worthwhile to examine the 
available statistics on this subject in order to see just how 
many individuals there are who would be in a position to 
reap the enormous benefits that are so freely mentioned 
as a reason for resisting, or demanding, changes in taxa- 
tion, as the case may be. Table I presents the situation in 


certain significant years as published in the Statistics of 
Income. 


TABLE I 
Net Incomes of $1,000,000 and Over 


1916 | 1921 | 1929 | 1932 


a 19408 


Numbet)....nccccescssnenen| 206 21 513 20 51 
Aggregate Net In- 











come (millions)..| $464.3 | $49.4 | $1,212.1| $35.2 | $94.3 
Total Tax (mil- 

HONE) ncnsiccnscnemnt @& S25 | GBLA TS 192,11 BES $66.2 
Ratio, Tax to Net 

PI iesscrncenss 11.1% | 63.6% 15.8%) 46.9% | 70.2% 


“aPreliminary. Returns filed through June 1941. 

1Including returns for estates and trusts. 

The record reveals two periods which were favorable 
to the development of this species of animal life and two 
periods particularly adverse to its survival. The enormous 
munitions business done with England and France prior 
to our entry into the first world war and the climax year 
of the prosperous twenties produced results, both in the 

aAs reported in The New York Times, August 31, 1942. 


1H. L. Lutz, ‘‘A Realistic Examination of New Estimates of Income Dis- 
tribution,’’ The Tax Review, April, 1942. 


number and the aggregate income of the million dollar 
income group, which far exceeded anything known before 
or since. The depression years 1921 and 1932 witnessed 
the disappearance of all but a handful of the hardiest of 
these incomes. In 1940 there were 49 individuals and two 
estates in this class. 

The ratio of taxes to income happens to have been 
roughly inverse to the number of returns and volume of 
income. In 1916 and again in 1929 income taxes took 
only moderate proportions, but in 1921 and 1932 the tax 
ratio to income was substantial, even heavy. It was heaviest 
of all in 1940. The prospect for the future is still darker, 
for the 1942 Revenue Act provides that no one shall pay 
more than 90 per cent of income in taxes and it was ex- 
plained that this action would apply only to those with 
incomes of $1,000,000 and over. Considering the rise in 
national income since 1932, it is evident that the process 
of equalizing incomes has moved farther and faster toward 
the goal sought by the reformers than anyone would have 
supposed possible. 

The important sources of large incomes have always been 
much the same. In 1939, there were 44 individuals in the 
million dollar income group (excluding estates) and the 
sources of these incomes are shown in Table II. (Statistical 
details for 1940 are not available.) 


TABLE II 
Source and Amount of Million Dollar Incomes, 1939 
























| Total 
Number Income 
Income Sources Reporting (000) 
ee ee 27 $ 1,739 
MN hic acscineccsintescieclbensnceli 42 53,286 
Taxable Interest 
a) Bonds, mortgages, deposits ..ccrcccrcremorre 40 1,451 
b) Partially tax-exempt government 
TATE ree 7 26 
Partnership profit ccciccvences ean 2 1,169 
Imcome from fidtaciasies: ..1..cocescocscosssssesseenssenesenesnsee 28 24,011 
ER ID citi essisiencnininincnntsi 16 108 
Capital gain 
I II ests ctncostrcdcstiesiisinttab aie 14 99 
b) Net long-term 24 14,594 
CORR ca Fe icici tesivccscrnce = 16 280 
IN ass ican doen tcceesigs commasecad anda 44a $96,763 





a Unduplicated count. 


The principal deductions were contributions, interest and 
taxes paid, and bad debts. Total deductions were $16,860,- 
000, leaving net income of $79,903,000. It is significant 
that deductions were 17.4 per cent of gross income. 

It appears that there are only three major sources of the 
large incomes, namely, dividends, income from fiduciaries 
(i.e., from estates or property in trust) and capital gains. 
The last of these sources is a highly dubious form of in- 
come, a fact which has long been recognized in the special 
tax treatment accorded it. It is, moreover, quite irregular 
im its occurrence. 

It may be of interest also to know where the recipients 
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of million dollar incomes live. In 1939 the distribution by 
states is shown in Table III. 


TABLE III 


Million Dollar Incomes by States, 1939 


State | Number “Net Income | Total Tax 





$12,609,333 | $ 8,059,352 
3,563,348 1,968,073 
1,406,592 991,282 
1,025,276 697,566 
3,105,365 2,348,941 
9,684,926 7,005,557 

27,540,925 16,518,135 
2,203,732 1,515,038 
15,454,819 10,445,007 
3,309,152 1,736,477 


~ $79,903,468 | $51,285,428 


NI icsticatscrinscarctesncrem 
0 
SEE eee 
Indiana iepsestiaeiicnsoival 
OE 
New Jersey ............ 

New York ....... 

I iiss esiteoctncccccretcs 
Pennsylvania ................... 
SE een nee 
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From Table III it appears that in 1939 there were only 
16 persons in New York State who might haye enjoyed 
the 72 per cent tax advantage which deduction of federal 
tax would have produced. But in that year there were 
1,294,228 other taxpayers who reported net income under 
the federal law, of whom 740,000 paid a state income tax, 
and who would therefore have received some degree of 
benefit from a proposal which is as logical as it is to per- 
mit deduction from income of property and other taxes 
paid. In other words, for every man with a million dollar 
income who was denied a break in his tax, there were 
46,250 persons who also failed to get a break. 

The opponents of inequality are likely to conclude from 
the figures given here that the attack should be intensified 
until all large incomes are destroyed. That is, if it is such 
a terrible thing to let 16 persons get a larger advantage, 
percentage-wise, than a million other persons can get from 
a given tax change, then those who get the big breaks 
should be eliminated. But suppose that the appetite for 
blood were only whetted by the destruction of the largest 
incomes, and that the reformers were to broaden their 
objective by attacking the principal sources of large in- 
comes, what would happen to small incomes? Taking the 
figures for 1940 as a basis for answering the question, the 
following results would ensue: 

(1) One source of large incomes in 1940 was 
capital gains. The million dollar group realized $12,- 
964,000 in net long-term capital gains, but persons 
reporting with net incomes under $5,000 who made 
returns reported $50,189,000, or almost four times as 
much from this source. Any destructive taxation of 
capital gains would affect persons with small incomes 
as well as those in the million dollar class. True, the 
capital gain in the large income might be penalized 
while that in the small income was favored. But size is 
always relative, and as the process of leveling by de- 
struction and demolition went on, a time could come 
—in the not too far distant future—when the man with 
a $5,000 income was as scarce, and as familiar a bogy- 


man, as the man with a million dollar income is today. 

(2) A second source of large incomes was the 
receipts from fiduciaries, that is, payments made by 
administrators, trustees, guardians and other conserva- 
tors of property held for benefit of others. In 1940 the 
million dollar group received $27,624,000 from this 
source. But persons reporting net incomes below $5,000 
received in that year $140,531,000 from the same 
source. In some cases the trusts from which the small in- 
come group received income were small in aggregate 
assets, in other cases they may have been large estates. 
Any general attack upon the integrity of estates in trust 
would be much more injurious, in the aggregate, to 
persons of small than of large incomes. 

(3) The third and largest single source of large 
incomes is dividends. Because of the erroneous notion 
that the rich get the bulk of corporate dividends, the 
business corporation has long been a favorite object 
of attack by the demagogue as well as the reformer. 

In 1940, the million dollar group received $72,- 
704,000 in dividends, but persons making returns with 
incomes under $5,000 received $1,164,201,000 in this 
form, or 33.9 per cent of all dividends reported by 
individuals. In 1939 the total number of persons hav- 
ing net income under $5,000 who reported some divi- 
dend income was 1,510,686. The size of the corpora- 
tions from which these persons received their dividends 
is not revealed, but it is well known that there are 
many thousands of small shareholders in the largest 
corporations. Too frequently it is the largest and most 
prosperous corporations which are singled out for severe 
taxation and for various other forms of attack. 

Any attempt to penalize the rich by attacking business 
must react against the small income group from another 
angle. In 1940 the total of wages and salaries reported 
on the returns of persons with net incomes under $5,000 
was $23,226,490,000. Far the greater part of this total was 
paid by business corporations. The persecution of business, 
whether by drastic taxation or in any manner, is fully as 
likely to injure those of small means who rely on their 
wages and their small dividends as it is to injure those 
with large incomes. And yet such persecution continues, 
too frequently with the aid and comfort of the millions 
of workers and small shareholders who have most to gain 
from steady and continuous business prosperity. That they 
condone these practices is no doubt to be explained in part 
by the wild and erroneous statements which imply that 
the number of those with million dollar incomes is legion, 
and not two score and ten. 


HARLEY L. LuTz 


Professor of Public Finance 
Princeton University 


aThe number is not yet available for 1940. 








